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THE DEFICIT in the U. S. balance of pay-
ments has declined gradually over the 3
years since 1959. But its continuation has
involved further gold losses and further in-
creases in liquid U. S. liabilities to the rest
of the world.
In the first 9 months of 1962 the over-all
deficit, according to preliminary estimates,
was at a seasonally adjusted annual rate of
about $1.8 billion. It would have been
larger had not substantial debt prepayments
been received from European countries
having payments surpluses. In 1959 and
1960, the deficit had been about $4 billion,
as the chart shows.
Adjustment towards equilibrium has had
to come through market processes and
shifts in policy here and abroad which work
gradually, over a period of time.
Abroad, adjustment has been facilitated
by buoyant growth of demand in most indus-
trial countries, by increases in their gold and
foreign exchange reserves, and by further
reductions in barriers to trade and other
international transactions.
The U. S. Government has adopted a
wide variety of measures to reduce our pay-
ments deficit. These have included action
to limit Government spending abroad and
to obtain offsetting receipts from prosperous
allies, vigorous promotion of exports, and
reduction of tax incentives for American
investment in developed foreign countries.
More generally, U. S. policies have been
designed to maintain domestic price stabil-
ity and spur the competitive efforts of U. S.
producers in world markets.
While the size and persistence of the U. S.
payments deficit might have seemed to war-
rant much more drastic U. S. actions to
reduce it, such actions would have been in-
appropriate and largely self-defeating.
For one thing, the payments problem has
not stemmed from continuing inflationary
pressures domestically. More restrictive
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NOTE.—Solid bars show net decline in U. S. gold stock and
in holdings of convertible foreign currencies by U. S. monetary
authorities, plus increase in liquid U. S. liabilities to the rest
of the world. Excludes U. S. subscription to the International
Monetary Fund in 1959. Open portions of bars show receipts of
debt prepayments on U. S. Govt. loans. Dept. of Commerce
data (through second quarter of 1962, preliminary), plus F.R.
preliminary estimates for third quarter of 1962. The 9-month
rates of deficit in 1962 are shown at seasonally adjusted
annual rates.
credit policies intended to reduce net out-
flows of private capital might have made
the domestic financial climate less favorable
to a fuller use of economic resources and
dampened incentives for those investments
on which exports depend in the long run.
Secondly, the position of the United
States as the world's largest trading and
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reserve currency country rules out currency
devaluation or the imposition of exchange
controls. They would gravely disrupt the
international financial system so successfully
reconstructed since World War II.
Finally, sharp cuts in U. S. Government
spending abroad for aid and defense have
been undesirable for many reasons.
It has been possible to seek gradual rather
than abrupt adjustment because the United
States has been willing to use its large gold
reserves and because other countries have
cooperated in achieving needed adjustments
and in guarding meanwhile against sudden
financial disturbances affecting payments
flows.
Nevertheless, the continuation of a U. S.
payments deficit and of surpluses for some
leading foreign countries shows the need
for continuing efforts both in this country
and abroad to restore and maintain inter-
national equilibrium.
CHANGES IN 1961-62
It is difficult to appraise the improvement
in the U. S. payments position over the past
year because a number of special influences
have obscured the underlying trend. There
have been large short-run disturbances in
transactions with Canada, broad changes in
transactions with Japan, a substantial rise
in the level of U. S. merchandise imports
from last year's recession low, and a con-
siderable increase in U. S. Government
grants and loans for economic aid.
Much of the swing in Canada's balance
of payments this year occurred in transac-
tions with the United States. After a decade
of little change, official Canadian reserves
of gold and foreign exchange declined by
about $900 million during the first 6 months
of 1962 (excluding special assistance re-
ceived in June from the International Mone-
tary Fund, the Federal Reserve System, and
the Bank of England).
In late June Canada took special meas-
ures to halt the drain, and in the third quar-
ter it regained about $650 million of re-
serves. Thus the temporary effects of the
Canadian foreign exchange crisis have by
now been partly reversed.
There has been a large but less abrupt
swing in U. S. transactions with Japan.
U. S. exports to Japan have fallen sharply
from a peak reached in the fall of 1961 as
Japanese authorities have acted to halt re-
serve losses. On the other hand, heavy short-
term borrowing by Japan from U. S. banks
ceased last spring. Improvement in Japan's
foreign trade balance with the United States
and other countries has enabled Japan to
increase its official gold and foreign ex-
change reserves a little in recent months.
U. S. merchandise imports rose sharply
around the middle of 1961 as domestic ac-
tivity turned up. In the 12 months through
June 1962 imports were $1.8 billion above
the low recession level of the previous 12
months, though not much higher than be-
fore the recession. U. S. Government grants
and loans for economic aid, net of ordinary
repayments, also rose in 1961 and this year
they have remained about $1 billion higher
than in earlier years.
These two changes, which tended to wor-
sen the balance of payments, were more
than offset by a further rise in exports, in-
cluding those financed by aid, and by a re-
duction in the net outflow of U. S. bank
credit and other private capital. The rise in
exports to a new high last spring reflected,
among other things, unusually large grain
shipments to Europe and Canada. Total
exports declined in July and August. But
they remained larger than a year earlier
despite the decline in shipments to Japan.
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After all the special influences affecting
U. S. international transactions over the past
year have been taken into account, there
appears to have been an underlying im-
provement in the U. S. balance of payments
this year of roughly the size indicated by
the actual change in the over-all deficit,
shown in the chart on page 1259.
COMPETITIVE ADJUSTMENTS
During the 1950's, U. S. products became
less competitive with those of other nations.
Prices in this country rose and export ef-
forts flagged, while rapid expansion of pro-
ductive capacity in leading foreign countries
enabled them to compete much more vigor-
ously than before. This was an important
element in the deterioration of the U. S.
payments position, and of the correspond-
ing improvement in the payments positions
of leading European countries and Japan.
Some ground has been regained since
1959, although European and Japanese
products remain highly competitive.
Prices. The general level of wholesale
prices in this country has shown no net
change since early 1958, and average prices
of industrial commodities have been stable
since early 1959. Meanwhile in European
countries and Japan average prices have
been rising. Furthermore, revaluation of the
German mark and the Netherlands guilder
in March 1961 raised those countries' prices
in terms of other currencies. On the other
hand, currency devaluations in France in
1957-58 and in Canada in 1961-62 made
the products of those countries more com-
petitive than before.
Imports. The recent behavior of U. S. im-
ports indicates that U. S. products are now
more competitive with foreign products
than they were in 1959. Merchandise im-
ports declined sharply during the 1960-61
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NOTE.—Merchandise imports are a 3-month centered moving
average, weighted one-two-one, of Bureau of the Census
seasonally adjusted monthly data on general imports. Imports
of uranium, included by Census since 1959, have been excluded
here to avoid break in series. Latest figures shown, June-July-
Aug. average.
GNP figures are based on quarterly seasonally adjusted
Dept. of Commerce data; percentages were chosen to indicate
the range within which imports in the last several years have
usually fallen. Latest figures shown based on preliminary third
quarter estimate by Council of Economic Advisers.
recession, as the chart shows. Since re-
bounding in the summer of 1961 as recov-
ery here got under way, they have risen
about in line with gross national product.
They now represent a significantly smaller
proportion of GNP than in 1959.
Automobiles provide a striking illustra-
tion of the turn in competitive conditions.
After a sharp rise from 1956 through 1959,
U. S. imports and sales of foreign autos have
since declined by half. Foreign cars have
accounted for only 5 per cent of total auto
sales so far this year, the lowest proportion
since 1957.
This competitive adjustment, like some
less dramatic ones, has been at least as
much the result of improvements in U. S.
product design, promotion, and servicing
as of changes in relative prices. Even under
favorable circumstances, such changes re-
quire some time, perhaps several years, to
take effect.
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In some industries, competitive adjust-
ments still have further to go. In the metals
and machinery sectors, for example, in-
creases in U. S. prices were particularly
marked in the middle 1950's, and increases
in foreign supplies and reductions in foreign
costs were especially large.
Exports. The course of U. S. exports is
affected by business and financial develop-
ments in foreign countries as well as by the
competitiveness of U. S. products. The U. S.
share in total world exports, and in world
exports of manufactured goods, has de-
clined a little further since 1959, partly be-
cause of continued weakness in Canadian
and Latin American markets, which are
more important for this country than for
other exporting countries.
Commercial exports of some agricultural
products which can be produced more
cheaply in the United States than abroad
have been hampered by domestic price sup-
ports as well as by protectionism abroad.
U. S. EXPORTS ip to some areas,











1 1 1 1
- 3
- 2
1067 195S 1960 1943
NOTE.—Three-month centered moving averages of seasonally
adjusted monthly data, weighted one-two-one. Bureau of the
Census data, seasonally adjusted by Federal Reserve. Exclude
special category exports for which details are not available
by destination. Latest figures shown, June-July-Aug. averages.
Total U. S. merchandise exports in the
3 months ending in August were 6 per cent
larger than in the corresponding months of
both 1961 and 1960. Changes in the com-
position of U. S. exports have been mixed,
both by commodity and by country of des-
tination.
Exports to Europe showed great buoy-
ancy after Europe's cyclical upturn early in
1959 and have expanded moderately fur-
ther over the past year. Much of the rise
last spring, however, represented unusually
large grain shipments because of poor Eu-
ropean harvests and anticipation of new
Common Market import regulations that
became effective August 1.
After rising for 3 years, U. S. machinery
exports to Europe have leveled off in recent
months. Business plant and equipment out-
lays have been declining in Britain and may
have reached a peak in some countries on
the Continent.
The sharp decline in exports to Japan in
response to the slackening of its boom may
now be nearing an end. Underneath marked
cyclical swings, sales to Japan have shown
a rising trend for many years.
Exports to Canada, after several years
of sluggishness, showed renewed expansion
late last year. This spring they spurted up-
ward again, in part because shipments were
speeded up to anticipate impending Cana-
dian crisis measures. U. S. exports to Canada
declined in August. They are now beginning
to be hurt by the Canadian devaluation and
by import surcharges of 5 to 15 per cent im-
posed in June as a temporary measure to
help reduce the Canadian payments deficit
on current account.
Exports to Latin American countries have
continued to drift downward. The export
earnings of those countries have not recov-
ered much from 1958 lows. And while U. S.
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Government aid to Latin America has in-
creased sharply over the past 2 years, net
flows of private capital to that area have
declined.
Exports to nonindustrial countries out-
side Latin America have risen markedly
over the past year. Much of the expansion
has been financed by rising U. S. Govern-
ment aid, but commercial sales have also
increased, especially to Australia and South
Africa.
Many countries in Asia, Africa, and
Latin America are continuing to encounter
serious balance of payments difficulties.
Their ability to maintain or expand their
imports will depend heavily on the demand
from industrial countries for their products,
both primary commodities and manufac-
tures. It will also depend on their own in-
ternal policies and the effect of these on
private capital movements.
PRIVATE CAPITAL MOVEMENTS
Net identified outflows of U. S. private cap-
ital swelled to about $4 billion in 1960 and
remained at that level in 1961. So far in
1962 they have been smaller, at an annual
rate of about $3 billion.
There have been marked shifts in recent
years in the destination of these flows and
in the types of transactions involved. The
decline this year has occurred mainly in
short-term capital flows to Japan and in
flows of all kinds to Canada. However, part
of the latter decline was temporary.
Net direct investment by U. S. corpora-
tions in less developed countries has also
declined. But direct investment flows to
Europe have continued large, and outflows
of capital to European and other countries
through new foreign security issues in the
United States have risen.
Short-term U. S. capital. In the first 8
months of 1962, the recorded net outflow
NOTE.—Dept. of Commerce data, semiannually at annual
rates, not adjusted for seasonal variation, on net outflow of
U. S. private capital. Excludes investment abroad of retained
earnings of foreign subsidiaries of U. S. corporations. "All
other" includes international institutions. Latest figures shown,
first half of 1962 (preliminary).
of U. S. short-term private capital to all
areas was less than $200 million, compared
with outflows of nearly $1.5 billion in 1960
and in 1961, as described in detail in the
March 1962 BULLETIN.
The outflow so far this year has reflected
continued heavy short-term lending to Japan
during the first quarter, much of it under
credits arranged with U. S. commercial
banks late in 1961. Since March, outstand-
ing short-term claims on Japan reported by
U. S. banks have been unchanged at $1.7
billion.
There was a small recorded net reflow
of U. S. short-term capital from Canada in
the 8 months through August, accounted
for by the funding of bank loans by one
Canadian corporation with the proceeds of
a long-term placement in this country.
Net short-term flows to other areas have
been about the same as in most earlier years
—negligible to Europe and moderate to
Latin America.
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In 1960, there had been some reported
movement of U. S. funds into money-
market assets in the United Kingdom. And
in 1960-61, some funds moved into time
deposits and money-market paper in Can-
ada. Aside from these movements, recorded
outflows of U. S. short-term private capital
have consisted almost entirely of bank loans
and trade and acceptance credits, all repay-
able in U. S. dollars.
Direct investments. Net flows of U. S. cap-
ital into foreign branches and subsidiaries
of U. S. corporations, at a seasonally ad-
justed annual rate of about $1.2 billion,
were smaller in the first half of 1962 than
in any of the three preceding half-year pe-
riods. Over half of this amount went to
Europe. U. S. direct investment in Europe
since 1959 has been stimulated by buoyant
economic prospects there and by the devel-
opment of the Common Market.
Direct investment flows to Canada were
smaller in the first half of 1962 than for
many years. Net flows to Latin America
have been much smaller since 1959 than
during the preceding decade; in the first
half of 1962 there was actually a small net
return flow to the United States, according
to preliminary data.
New foreign issues. Outflows of U. S. cap-
ital into new foreign issues of securities in
this country, mainly bonds, have been much
larger this year than in any earlier year ex-
cept 1958. In the first half of 1962 such out-
flows amounted to nearly $500 million, and
they have since continued at about that rate.
The total volume of new foreign issues
has been larger than this, but a significant
portion of foreign bond issues has been
taken up by foreigners and hence has not
involved an outflow of U. S. capital. Foreign
investors are attracted by the relatively high
yields on these dollar-denominated issues
and by the fact that the yields are not subject
to U. S. withholding taxes when paid to non-
residents.
Until 1960, foreign bond issues in this
country were mainly those of the Inter-
national Bank for Reconstruction and De-
velopment and of Canadian provinces, mu-
nicipalities, and corporations. Also, Israel
has regularly borrowed about $50 million
a year.
But since 1960 there has been a grow-
ing volume of issues by governments of
other foreign countries and by some private
firms in Europe and Japan. As the bottom
panel of the chart shows, outflow of U. S.
capital on account of new issues by all for-
eign countries other than Canada accounted
for more than half the total outflow through
new issues in 1961 and the first half of 1962.
These issues have provided investors with
yields 1 to 2 percentage points above those
on new U. S. high-grade corporate bonds.
Also, the underwriting spreads have usually
been more than twice as large as those on
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NOTE.—Foreign bond issues for which yields are shown are
those of national governments, the European Coal and Steel
Community, the International Bank, and three issues by the
City of Oslo (included with Norway). Latest figures shown,
June.
Yields on new U. S. corporate bonds are for public issues
rated A to Aaa by Moody's Investors Service, compiled by
First National City Bank and adjusted to Aaa basis by Federal
Reserve. Latest figure shown, Sept.
Net outflow of U. S. capital into new foreign issues includes
flow into new stock issues; such issues in the "all other"
group were significant in the first halves of 19S8 and 1962.
Dept. of Commerce data, not adjusted for seasonal variation.
Latest figures shown, first half of 1962 (preliminary).
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U. S. corporate bonds or on IBRD and high-
grade Canadian issues.
Yields on new foreign issues have not
fluctuated much in response to changing
capital market conditions in the United
States. For example, yields on the four sepa-
rate issues of the European Coal and Steel
Community have ranged from 5.2 to 5.6
per cent, while yields on new issues of high-
est grade U. S. corporate bonds offered in
the same months ranged from 3.6 to 4.6
per cent.
The U. S. capital market attracts foreign
borrowers mainly because of the ready
availability of funds in large volume. Some
countries also borrow elsewhere occasion-
ally, sometimes at lower cost than in this
country and sometimes at higher cost. For
example, in 1961 Australia borrowed $25
million in the United States on bonds yield-
ing 5.75 per cent and also borrowed the
equivalents of $15 million in Switzerland
at 4.5 per cent, $10 million in the Nether-
lands at 5 per cent, and about $20 million
in Canada at 5.9 per cent. But issues in
foreign markets other than the United States
are generally for smaller amounts, since
those markets—especially the few low-cost
ones—are small and subject to a variety of
restrictions.
Other private capital movements. On trans-
actions in outstanding securities, other than
U. S. Government securities, there has been
no significant net outflow so far this year.
Net U. S. purchases of outstanding foreign
securities have equaled net foreign purchases
of U. S. securities.
In the first 5 months of 1962, net foreign
purchases of U. S. stocks were greater than
net U. S. purchases of foreign stocks. But
in June, after the sharp break in stock
prices here and abroad, there were net for-
eign sales of $65 million of U. S. stocks. In
July and August, there was little net change
in either foreign holdings of U. S. stocks or
U. S. holdings of foreign stocks.
Net medium- and long-term lending to
foreigners by U. S. commercial banks
amounted to about $170 million in the first
8 months of 1962, a somewhat larger
amount than the average in recent years.
Of $2.2 billion of such loans outstanding
at the end of August, Canada, Brazil, Vene-
zuela, Mexico, and Norway each accounted
for more than 5 per cent. The rest was
fairly widely distributed.
Net changes in foreign private claims on
banks in the United States and holdings
of U. S. Government securities and other
liquid dollar assets were small during the
first 8 months of 1962. There had been sig-
nificant increases in 1959 and 1961, and
little net change in 1960. In analysis of the
U. S. balance of payments, changes in these
holdings are customarily treated as a means
of financing the over-all U. S. deficit rather
than as transactions affecting the size of
the deficit.
Such changes occur mainly in the hold-
ings of foreign commercial banks, and in-
creasingly they have come to reflect chang-
ing monetary conditions and policies in for-
eign countries, especially in Europe, rather
than in the United States. It has become the
practice of European commercial banks to
hold a substantial but varying proportion of
their liquid assets in U. S. dollars, either
directly in New York or through Euro-dol-
lar markets. Some European central banks
provide forward cover for such investments
and vary investment incentives to suit the
needs of their domestic credit situations.
Some private capital movements, includ-
ing securities transactions and leads and lags
in commercial payments, are not fully cov-
ered by the statistical reporting system.
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Shifts in these flows, though not the size of
the flows themselves, are believed to be
reflected in shifts in the errors and omis-
sions item in the balance of payments ac-
counts. Net payments on unidentified trans-
actions were at an annual rate of nearly
$1 billion in the second half of 1960 and in
the first half of 1961, when identified capi-
tal outflows were also very large. In earlier
postwar years there had usually been large
net receipts from unidentified transactions.
Net unidentified outflows declined in the
second half of 1961 and became negligible
in the first half of this year. Much of the
improvement early this year, however, may
have been another reflection of temporary
disturbances in transactions with Canada.
GOVERNMENT AID AND MILITARY
TRANSACTIONS
Government economic aid, net of ordinary
repayments, rose in 1961 above the earlier
plateau of about $2.5 billion a year and has
since remained high at a rate of roughly
$3.5 billion a year. Military expenditures
abroad, net of military sales through the
Department of Defense, reached a peak of
$3 billion in 1958 and then declined grad-
ually to a rate of $2.5 billion in 1961 and
the first half of 1962.
In addition to economic aid, some U. S.
military goods and services are transferred
to foreign countries under military grants.
These transactions are customarily omitted
in analyzing the balance of payments, since
the deliveries precisely match the grants
that finance them. Such transfers amounted
to $1.5 billion in 1961, down from nearly
twice that amount in the early 1950's.
The extent to which these aid and mili-
tary programs contribute to the U. S. pay-
ments deficit cannot be closely measured
because no one knows what the pattern of
international transactions would have been
in their absence. Nevertheless, the U. S.
Government has been attempting to reduce
whatever burden they involve without weak-
ening the economic development and mili-
tary strength of the free world.
U. S. economic aid has been more closely
limited to the financing of goods and serv-
ices procured in this country, and other
efforts have been made to encourage addi-
tional aid financing by other prosperous
countries. On the military side, also, the
U. S. Government has pressed for a greater
sharing of the burden with our allies. For
example, it has negotiated agreements with
Germany providing for larger German mili-
tary purchases from this country to offset
U. S. defense spending in Germany.
THE PATH AHEAD
A still wider sharing among prosperous
countries of economic aid to less developed
countries and of military expenditures is an
essential part of the restoration of interna-
tional equilibrium. But there will also have
to be further adjustments in private trans-
actions. The U. S. export surplus on goods
and services will need to increase, and net
outflows of private capital may need to
diminish.
Policies to foster fuller utilization of re-
sources and faster economic growth in this
country will have to be framed carefully to
ensure that they contribute to a further
improvement in the competitiveness of U. S.
products. They should also lead to better
investment prospects at home rather than to
capital outflows.
In leading foreign countries with large
international reserves—and especially in
those with balance of payments surpluses—
further relaxations of restrictions on im-
ports and on outflows of private capital are
still urgently needed.
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